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Issued by the 
Committee on Auditing Procedure 
American Institute of Accountants, 
13 East 41st Street, New York 17, N. Y. 
Examination of Contractors' 
Statements of Proposed 
Settlements Copyr igh t 1 9 4 3 b y A m e r i c a n I n s t i t u t e of Accoun tan t s 
MANY government supply contracts have already been termi-nated. Acceleration of the trend of cancellation of contracts 
for the convenience of the government is to be expected as the war 
progresses. At the conclusion of hostilities it seems likely that a high 
percentage of remaining contracts will thereupon be terminated. 
Prompt and fair settlements will be of vital importance to industry 
and the nation. 
The preparation of termination proposals and the necessary re-
views and audits of them at the end of the war will place a heavy 
responsibility on the accounting profession. Unless the available ac-
counting and auditing talent is used with maximum effectiveness, 
the available supply will not be adequate. The accounting profession 
faces an opportunity for service to the public and to business on a 
national scale that is of tremendous significance. It will require ser-
vice of a highly proficient character performed on a strictly inde-
pendent basis. 
Under date of July 7, 1943, the War Department issued a manual 
entitled "War Department Termination Accounting Manual for 
Fixed-Price Supply Contracts" (herein referred to as the manual), 
which contains accounting and auditing instructions. Under date of 
August 20, 1943, the War Department also published Procurement 
Regulation No. 15 (herein referred to as PR-15) entitled "Termi-
nation of Contracts for the Convenience of the Government"; this 
contains statements of policies and procedures to be followed in con-
nection with contract termination. A copy of each of these two docu-
ments has been furnished to each member of the Institute. Every 
member of the Institute who may be called upon to render any advice 
or service with respect to termination of War Department contracts 
should carefully study the manual and PR-15. 
There are but three methods under which determination of the 
amount due to a contractor upon termination may be reached, 
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namely, (1) by agreement, that is, the settlement of the amount by 
negotiation; (2) by formula, if the contract includes a definite form-
ula for determining the amount due; and (3) by litigation. 
The manual was issued for use by all agencies of the War Depart-
ment in the accounting review or examination of settlements pro-
posed by contractors under the first method stated above, that is, by 
negotiation. The manual applies exclusively to the termination of 
fixed-price supply contracts. Although it does not apply to cost-plus-
a-fixed-fee contracts, it does apply to fixed-price subcontracts there-
under. 
Negotiated settlements of terminated fixed-price contracts and sub-
contracts are based on the two broad elements of cost and profit 
(see PR-15, par. 15-531). The determination of costs is a matter of 
accounting with respect to which the independent public accountant 
should be qualified to give an opinion (see PR-15, par. 15-501.3 and 
the manual, par. 1108.1); the determination of a fair and reasonable 
allowance for profit is a matter for negotiation between the contract-
ing parties. 
SCOPE OF EXAMINATIONS 
The manual (par. 1106.1) states that, whenever possible, reliance 
should be placed on intelligent reviews rather than detailed audits. 
If the independent public accountant's examinations are so extensive 
that they are unduly costly and cause delay, they will more than 
offset any benefits to be derived. The demands on the profession for 
such service may well reach a point beyond its available manpower, 
and under such circumstances it would seem that it best can serve 
the national interest in the important matter of contract termina-
tions by making intelligent reviews and by applying test checks less 
extensive than those commonly performed in industrial practice, 
even though this entails assuming a lesser degree of responsibility. 
The services which independent public accountants can render to 
their clients and to the government will be valuable only to the extent 
that the work they do meets the requirements of the government 
department and assists contractors and the contracting officer in 
reaching an agreement. In a number of cases, the independent public 
accountant may be called in by his client for advice regarding the 
preparation by the client's staff of a termination settlement proposal. 
In other cases, the independent public accountant may be requested 
to participate in its preparation. In still other cases, the independent 
public accountant may not be requested to render any service until a 
termination settlement proposal has been submitted to the contract-
ing officer, who then may request a review or examination by an 
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independent public accountant. The committee believes that services 
within any of these categories may properly be rendered by indepen-
dent public accountants, but that the nature of the services should 
be made clear to the various parties interested. 
In the event the independent public accountant is asked to render 
any service in connection with a termination settlement proposal, 
it is important that, before the work is started, he discuss with his 
client, and with the contracting officer, if appropriate, the scope of 
work and form of report which will be most helpful to both the con-
tracting officer and the client, with the minimum expenditure of 
time and money. In the case of many small claims, and perhaps some 
large claims, the service the contracting officer may desire of an in-
dependent public accountant may be in the nature of a quick or 
high-spot review, without the assumption by the independent public 
accountant of responsibility for the integrity of any of the figures 
underlying the contractor's claim. 
The examinations of statements which independent public ac-
countants may be called upon to make in connection with settlement 
proposals may thus be broadly classified into two categories: (1) a gen-
eral review of the accounting practices followed in the preparation 
of the settlement proposal, including the bases of allocations of costs, 
overhead, etc., but without an audit of the figures except to see that 
they are based upon the underlying records, and (2) an examination 
sufficiently extensive in scope to afford the contracting officer as-
surance as to the reliability of the costs, the adequacy of presentation 
thereof, and the acceptability of accounting practices followed, so 
that he may reasonably conclude that further audit by government 
personnel is not required to protect the interests of the government. 
The interests of both the government and of clients may be best served 
by reducing detailed auditing or examination of statements of pro-
posed settlements to a minimum consistent with prompt and fair 
settlements. 
It should be emphasized that the manual does not prescribe cer-
tain rules or regulations, the mere following of which will neces-
sarily result in statements of proposed settlements acceptable to the 
War Department as the sole basis for the determination of the 
amount of a claim. The manual does set forth certain general prin-
ciples and certain accounting and auditing instructions which should 
guide contractors in the preparation of statements of proposed set-
tlements and guide government personnel in their accounting re-
views or examinations of such proposals undertaken to provide the 
contracting officers with a factual basis on which to negotiate set-
tlement. It therefore appears that no matter how extensive an ex-
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amination made by the independent public accountant of a settle-
ment proposal may be, the report and opinion of the independent 
public accountant will be considered by the War Department as 
acceptable evidence supporting the adequacy of the presentation and 
the reliability of the data presented, but not necessarily as conclusive. 
In the event a contracting officer requires an audit, Part III of the 
manual is stated to embrace such audit procedures as would ordi-
narily be required to protect the interests of the government. Ac-
cordingly, it would appear that as a general proposition the War 
Department would also regard it as indicative of the scope of ex-
amination which should be undertaken by an independent public 
accountant in order to express an opinion, if he is asked to do so, 
regarding the cost data set forth in the settlement proposal. The 
audit procedures in the manual are designed to minimize detailed 
checking; they contemplate reliance upon the contractor's system of 
internal control to the extent that such reliance appears warranted; 
they emphasize the importance of giving special attention to the ac-
counting practices followed by the contractors; and they prescribe 
the use of selective methods of audit. Thus, fundamentally, the 
auditing practices set forth in the manual conform to those estab-
lished by the accounting profession. In some cases, more detailed 
checking will be necessary than in others in order to protect the 
interests of the government and those of the contractor. 
The independent public accountant regularly employed by a con-
tractor should normally be the one best qualified to make an ex-
amination of the proposed settlement or to assist in its prepara-
tion. T o some extent, the procedures outlined in Part III of the 
manual are followed as a part of the examinations or audits regularly 
made by independent public accountants. If the contractor has been 
a client for a considerable time, the independent public accountant 
should have a rather extensive knowledge of the accounting pro-
cedures followed and the reliability of the contractor's records. Para-
graph 3106 of the manual recognizes that, to a considerable extent, 
regular audits by independent public accountants tend to establish 
the general credibility of the contractor's records and accounts. 
RESPONSIBILITY OF INDEPENDENT PUBLIC ACCOUNTANT 
While paragraph 3111 of the manual relates to the responsibility 
of the government auditor, inferentially it would also seem applicable, 
within reasonable limits, to the responsibility of the independent 
public accountant who has been requested to make such examination 
as will enable him to express his opinion regarding the adequacy of 
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presentation and reliability of the cost data included in a proposed 
settlement. 
As previously stated, the determination of the amount to be al-
lowed the contractor for profit is a matter for negotiation and it is 
the view of this committee that the independent public accountant 
should not undertake to pass upon the profit element of the contrac-
tor's claim. 
It is possible that many questions will arise which can be settled 
only by negotiation between the contracting officer and the contrac-
tor. In all such cases, the independent public accountant's respon-
sibility would seem to be discharged if his report, together with the 
contractor's statement, contains adequate disclosure of items which 
should be brought to the attention of the contracting officer, includ-
ing any departures from recognized accounting practices. It is par-
ticularly important to note that the following of "recognized account-
ing practices" does not necessarily mean that one accounting practice 
must be followed to the exclusion of all others. In a number of 
instances there may be alternative recognized accounting practices, 
any one of which may be acceptable. In such a case, disclosure of 
the practice is important. 
CLAIMS OF SUBCONTRACTORS 
It will be noted from paragraph 2401.1 of the manual that the War 
Department considers it the primary responsibility of the contractor 
to review or examine, in an appropriate manner, all claims of sub-
contractors arising out of the termination. The manual further says 
that the problem faced by the contractor's accounting personnel in 
making the accounting review or examination of claims of subcon-
tractors is similar to the problem faced by the government auditor 
with respect to the proposed settlement of the prime contractor. Para-
graph 2401.2 provides that the contractor in this respect should be 
held to the standard of scrutiny that a businessman would employ in 
the conduct of his own affairs. In considering the claims of each sub-
contractor, the prime contractor presumably must decide whether an 
audit of the scope contemplated by Part III is required to meet the 
standard laid down in paragraph 2401.2. Paragraph 1114 indicates 
that the manual is suitable for use by contractors in the accounting 
examination by them of claims of subcontractors. 
If the contractor decides that an audit by independent public ac-
countants should be made of the subcontractors' statements of pro-
posed settlement, it seems that the independent public accountant 
regularly employed by the subcontractor should normally be the 
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one best qualified to make such examination. Here again, it is de-
sirable that before the work is started he discuss with his client, the 
prime contractor, and the contracting officer, if appropriate, the scope 
of work and the form of report which will be most helpful. There 
is little doubt that the independent public accountant employed by 
the prime contractor will frequently be called upon to review sub-
contractors' claims and accompanying audit reports. Such review, 
in some cases, may involve visits to the subcontractors' plants, as well 
as a review of the working papers of the independent public accoun-
tants who have reviewed the subcontractors' statements. 
REPORT OF INDEPENDENT PUBLIC ACCOUNTANT 
The committee believes that in any letter or report which the in-
dependent public accountant may render, either to his client or to 
the contracting officer, he should not express his opinion as to the 
fairness of the total amount of any claim. The contracting officer is 
interested in the certified public accountant's report only to the extent 
that it assists him in arriving at a conclusion as to the reliability of 
the costs, the adequacy of presentation thereof, and the acceptability 
of accounting practices followed. 
In any letter or report covering services rendered by an indepen-
dent public accountant in connection with a proposed termination 
settlement, the scope of examination, including any limitations 
thereon, should be clearly brought out and the independent public 
accountant should be particularly careful so to word his report that 
the contracting officer should not place reliance upon the indepen-
dent public accountant's examination and report beyond that war-
ranted by the scope of his examination. 
In many cases the independent public accountant may not wish 
to assume responsibility for the reasonableness of quantities of mate-
rial and work in process in relation to the quantitative requirements 
of the uncompleted portion of the contract, or the allocation of 
materials of a common nature. Regulations on such questions will 
doubtless be issued by the government departments concerned and 
these should receive the attention of the accountant. 
The committee believes that any letter or report, whether based 
upon a review or a more comprehensive examination, should include 
at least the following: 
1. A description of the scope of the review or the examination, 
stated in reasonably comprehensive form, though without un-
necessary detail. 
2. A reference to any previous examination which the indepen-
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dent public accountant may have made of the financial state-
ments of the contractor or subcontractor, including a general 
description of the scope similar to that set forth in the peri-
odic reports on such examinations. Such a reference should 
aid in establishing the general credibility of the contractor's 
accounts. 
3. A statement regarding the treatment of any items which the 
independent public accountant considers to be unsupported by 
recognized accounting practices or otherwise sufficiently within 
the area of uncertainty to require disclosure. 
In general, disclosure of all material facts including accounting 
practices used, basis of allocation, etc., should be set forth in the 
statements or schedules by notation or otherwise, as the statements 
would be incomplete without such information. If such disclosure 
is not made, corresponding information should be set forth in the 
report of the independent public accountant, but it does not seem 
appropriate that such factual information should be set forth only 
in the report. 
In those cases in which the independent public accountant has 
been asked to render an opinion with regard to the cost data con-
tained in the settlement proposal, the committee believes the opinion 
expressed in the report, where no qualification is required, should 
be somewhat along the following lines: 
Based upon our examination, it is our opinion that the 
attached statement by XYZ Company of proposed termina-
tion settlement of contract No. 100 fairly sets forth the cost 
data applicable thereto and that such cost data have 
been prepared in accordance with recognized accounting 
practices. 
WORKING PAPERS 
Chapter 1 of Part IV of the manual relates to working papers. Con-
tractors and independent public accountants should endeavor to fol-
low the suggestions in this chapter to the extent practicable in order 
that the working papers may be most useful for such examination 
as the contracting officer or other government personnel may wish to 
make of them. 
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